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THE PRICE OF OIL AND THE FUTURE OF MIDDLE EAST GAS

Ahmed Zaki Yamani

It is a great honour indeed to be invited to lecture on the price of oil and the

future of Middle East gas at such an auspicious time for the gas industry in the

Gulf. The recent formal inauguration of Ras Laffan, and the start of exports of

both LNG and condensates from the port, mark another important milestone in

the development of the region's gas resources.

It also gives me great personal satisfaction to see yet another large tranche of gas

in the region exploited, for I remember very well the days back in the mid-1970s

j when 71% of the gas produced in the Middle East was flared. To know that the

percentage of gas still flared, vented or lost is now below 25% is very gratifying

indeed. What is also a source of pleasure is the knowledge that almost half of the

gas produced in the Middle East is consumed domestically. A lot of this gas is

used to fuel a vigorous petrochemicals industry, which is earning valuable export

revenues, while some of the rest has displaced higher-value oil products, allowing

them to be exported.

It is also gratifying to observe that the future of Middle East gas is not only

assured - it also looks highly promising. By all accounts, the production of

natural gas in the region is expected to increase over the next decade by 6% per

annum, which must be one of the fastest growth rates of energy production in the

world. Much of this rapid growth is due to LNG exports, which are rising

sharply from a very small base, as you arc well aware.
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LNG SUPPLY COSTS : Qatar to Japan, 1997
[based on Qatargas1 three trains]

UPSTREAM COSTS % of
supply cost

8.2
6.4

14.6

Capital 5.21 33.2
Operating 2.36 15
TOTAL 7.57 48.2

TRANSPORTATION COSTS -
Capital 4.25 27.1
Operating 1.59 10.1
TOTAL 5.84 37.2

TOTAL SUPPLY COST
Capital 10.75 68.5
Operating 4.95 31.5
TOTAL 15.70 100.0

Notes:
[1] The figures are based on the capital costs of the three
aspects of the Qatargas project, as reported in the MEES of
the 3rd March 1997. Operating costs have been calculated on
the basis of general guidelines provided by the IEA.
[2] The capital costs per unit of output are based on LNG
production of 8.1 mn tonnes per annum, which is the average
rate of output over the period 1997-2022.
[3] It is assumed that the loans for the project are repaid
over twenty years and that the rate of interest applicable is
10% per annum.
[4] The project will also yield around 53,000 bpd of
condensates, which at present prices are worth around $4.9
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information was given to allow us to obtain some broad-brush estimates of the

fully-built-up costs after making certain general assumptions - such as a 20-year

loan-repayment period and a 10% rate of interest.

The overall upstream cost of producing the gas in Qatar is estimated by the

CGES to be around $2.3 per barrel of oil equivalent (boe), of which $1.3 is the

capital cost per barrel related to the $903-mn expenditure on production

facilities. The fully-built-up cost of liquefaction of this gas is estimated at

$7.6/boc, of which $5.2/boe is the capital charge per unit of output. Finally, the

total unit-cost of transporting the LNG is estimated at $5.8/boe, with operating

costs accounting for $1.6/boe. The aggregate supply cost of Qatari LNG landed

in Japan is thus put at $15.7 per barrel of oil equivalent (or $2.7 per million

BTU), the upstream cost being 15% of the total, the liquefaction cost being 48%

and the shipping cost 37% of the total.

The price received for Qatari LNG delivered in Japan at the moment is

determined by a provisional agreement, which expires, I am told, at the end of

this month. At any rate, it is said to be $4.1 per million BTU, equivalent to

$24/boc, which is $8 per barrel more than the estimated supply cost including

capital charges. This yields a 53% gross margin over the supply cost, denoting

handsome profits indeed for the partners in the project In fact, the position is

even better than it looks, because of the condensates produced along with the gas

in Qatar. 1 estimate the net value of the condensates at about $5/boc today,

yielding a net margin for landed LNG after all costs of around $13/boe, of which

65% goes to the Qatari state via its shareholding in Qatargas.

The situation I have described is rosy - to say the least. However, it represents

the best of all worlds. Consider that $24/boc for Qatari gas landed in Japan is

already out of date, for it was set at a time of higher oil prices. I am sure that the

Japanese clients of Qatargas are already negotiating for a more realistic price;

today such a price is below $20/boe, giving a margin over the supply cost of less
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argument's sake - to $16/bbl, FOB in the Gulf, even dropping below that for

brief periods?

This does not mean that Qatari LNG will be unprofitable. What it docs imply,

though, is that this huge project will not be the big money-spinner many believe

it is if the price of oil drops to such low levels and stays there. As I sec it, the

project would have been a different proposition without the financial cushion of

the condensates. The condensates enable all costs, including capital charges, to

be covered even if the price of oil drops to $11.5/bbl FOB in the Gulf. This seems

to be the true bottom line for Qatari LNG at the moment.

How realistic is the possibility that the price of oil will drop to low levels?

Because of the long bull run in oil prices that took the OPEC basket price from

$17/bbl in February last year to $24/bbl in December, the oil industry had

forgotten that prices can also fall. Prices have in fact already dropped by around

$5/bbl since the beginning of the year and they arc likely to fall further still, if all

the planned increases in non-OPEC output in 1997 actually materialise.

According to the CGES, the price of oil is expected to weaken considerably in the

summer of this year; however, given the tendency of the oil market to anticipate

situations, it is quite likely that oil prices will drop heavily even sooner than that.

Looking beyond 1997 towards the turn of the century, there is a strong likelihood

that oil prices will remain weak, despite strong growth in oil demand. The basic

reason for this is the sheer volume of additional oil supplies that is likely to be

available from non-OPEC and OPEC countries alike. This brings me to a

disturbing trend that has surfaced in the last couple of years. Some OPEC

member countries are behaving as if they do not belong to the organisation.

They tend to produce every barrel they can, hoping that those members who do

not do so will understand the reasons for their behaviour. So far, Saudi Arabia,

Kuwait and the Emirates - the three countries that have shown the greatest

«ns«na*n« AM nwnnc «•/***•*« liirrll Annnnl i W/M1
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below? One way of disciplining recalcitrant members is by flooding the market,

and this could indeed happen.

Of course, when one peers into the more distant future, things look different,

especially if Iraqi oil does not flow in large volumes. Some time after 2001 to

2002, the price of oil will tend to rise in real terms, which ought to make the gas

projects in the Middle East yield exceptionally good returns. However, 2002 is a

long way away and, in the meantime, these projects need a stable price of oil to

provide strong positive cash flows during the period when the repayment of the

loans associated with them is at its most burdensome.

OPEC countries like Algeria, Indonesia and Qatar are already exporters of gas.

This gas represents an important national resource for these countries, in

addition to oil, and has particular value if exported. Is it sensible for these

countries to risk harming some of their gas projects - perhaps irrevocably - by

pursuing oil-output policies that might precipitate a price collapse? I can

understand countries like Venezuela, Iran and Nigeria putting their oil interests

ahead of their gas. After all, their oil resources are much greater and they stand

-to benefit from a larger share of the oil market. This is not true of all the

member states of OPEC, however, which is why thoscmembcrs whose gas

reserves are significant portion of their resource base should be careful not to

put the development of this gas in jeopardy.

Landed prices for Middle Eastern gas sold into the Far Eastern power-

generation market are still linked to oil prices and are likely to remain so. Oil

prices do matter for gas. It is true that gas enjoys significant technical and

environmental advantages in power generation over oil, which arc not likely to

disappear. However, low oil prices can do some damage to the economics of

existing LNG projects in the Middle East. More importantly, persistently low oil

prices can prevent new LNG projects from leaving the drawing board - which
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producer and therefore the amount the power generator can afford to pay for

LNG.

Important as these challenges may be, I shall leave others to elaborate on their

significance. In what follows, I would like to draw your attention to what I

consider to be the main problem long-haul LNG from the Middle East is likely to

face - weak oil prices. Before I elaborate on the possibility of low oil prices, I

would like to focus on the importance of the price of oil for the Gulf s LNG

industry, and I shall do so by referring to Qatari LNG as an example.

As you well know, most LNG contracts relate the LNG price received by the

supplier at the point of delivery to a relevant oil price. Gas and oil are thus

closely connected so that when the price of landed oil decreases so does the price

of delivered LNG. With large fixed transportation and liquefaction costs,

accounting for around 85% of the supply cost of delivered LNG in the case of

Qatari LNG supplied to Japan, you can imagine how large falls in the price paid

for delivered LNG would squeeze the netback to the producer back in Qatar.

In extreme cases, the netback to the producer could dwindle to very low levels,

threatening the viability of the whole project. Indeed, in order to guard against

just such a possibility, the suppliers and their bankers have in the past managed

to secure minimum or 'floor' prices for delivered LNG. I have said 'the past',

because it seems that the Korean Gas Corporation has managed to dispense with

the floor price in its contract with Shell and its partners for Omani LNG (in

return for an undertaking to purchase much more gas), and I hear that the same

concession is being sought retroactively by the purchasers of Qatari gas. This is a

significant development, for it opens these projects to a degree of risk from the

oil price.

Please forgive me for the numerical detail that follows, but some reference to an

I W helnful. Unfortunately, all we have to eo on recardinc the
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Let me put what I am saying in a nutshell. Those countries in OPEC that have

significant oil and gas reserves should avoid espousing oil-output policies that arc

likely to result in low oil prices. Such policies will harm not just their oil

industries, but their gas industries too. To think that their gas industries will

provide a source of revenues independent of their oil industries is wishful

thinking.

Of course, any reductions in the capital costs of these hugely expensive Middle

East LNG projects (and I read that the Omani LNG project has already

managed - on paper - large reductions in the capital cost of the liquefaction

plant) will reduce the exposure of long-haul LNG to price of oil. It is almost a

truism, however, to say that the basic cost of supplying Middle Eastern oil to the

Far East is, and always will be, far lower than LNG from the same source. If we

strip out of oil the very large clement of economic rent that exists, we get a

picture of the real competition between oil and gas on the long-haul supply route

to, say, Japan. Let me draw this simple comparison. The fully-built-up cost of

delivering Middle Eastern LNG to Japan at the moment is not far from $15 a

barrel oil equivalent. The cost of producing crude oil from a brand new oil field

in the Gulf and landing it in Yokohama on brand new supertanker probably

docs not exceed $7 a barrel. That is the kind of competition gas is up against, if

environmental and other considerations arc set aside.

- I

To conclude, I do hope that Middle East gas will enjoy a bright future and I

believe it will do so. What I set out to achieve in this lecture is to describe the

main problem that long-haul LNG is facing - the possibility of weak oil prices.

Fortunately, since the newly-emerging gas exporters in OPEC arc also oil

producers, they are in a good position to ensure that oil prices do not harm both

their oil and their budding gas industries. They can do so by seeking to keep oil

prices from being neither too high nor too low, which requires collective

discipline in both setting realistic oil output targets and adhering to them. Now

. n . :* u I
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It is good to know that Middle Eastern LNG will soon begin to make an

impression on the global numbers. Prior to the first exports of Qatari LNG, the

only LNG exported from the Gulf was from Abu Dhabi, which accounted for just

7% of global traded movements of LNG. By the year 2003 or thereabouts, the

Gulfs LNG exports are expected to have increased fivefold, which is spectacular

progress indeed. Most of this gas, as you know, is destined for power generation,

where gas enjoys significant advantages. Gas is not only environmentally

friendlier than other fuels, but it is also ideal for use in combined-cycle power

plants, whose efficiency is so much greater than that of conventional stcam-cycic

plants. Furthermore, because of its cleanliness from an environmental point of

view, gas is likely to gain in relation to other fossil fuels, if carbon taxes are

imposed on these fuels at some stage in the future.

I shall not dwell anymore on the exciting prospects for Middle East gas

production and exports, which are certainly familiar to you. Instead, I would like

to inject an clement of caution into the proceedings by discussing a particular

challenge facing the gas industry in the region. Whenever one is embarking on a

stimulating venture, it is sensible to discuss some of the pitfalls that might lie

ahead, and it is in this light that I wish my remarks to be seen.

Middle East gas may well face a number of difficulties and challenges in the

years to come. One of these challenges is competition from other potential

sources of supply, such as the giant Natuna gas field in Indonesia, Yule Isle gas in

Papua New Guinea, Yukon Pacific gas from Alaska and Sakhalin gas from

Russia. However, the gas delivered in, say, Japan from most - if not all - of these

sources is likely to be more expensive than LNG from the Middle East, so there is

not much to fear here. Another challenge is a direct result of the very success gas

is enjoying in electricity generation. As countries like Japan, South Korea and

Taiwan use more and more LNG for base-load electricity, it is increasingly likely

that additional LNG supplies will have to be used in intermediate-load power

generation. This, however, reduces the cost advantage of LNG to the


